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AST year saw a bumper crop of new hotel openings.

Where once the international five-star hotel

accommodation options for a visitor to Singapore

were restricted to the Grand Hyatt, Four Seasons,

Regent Hotel, Mandarin Oriental, the Ritz-Carlton,
Millenia, Shangri-La Hotel and Sheraton, that is now no
longer the case.

As a tourist hub, our sunny shores used to pale in
comparison to the hotel offerings in Hong Kong, Bangkok
and even Bali. That woeful situation has thankfully changed.
In 2017 alone, we saw the opening of JW Marriott Hotel
Singapore South Beach; The InterContinental Singapore
Robertson Quay; Sofitel Singapore City Centre; Andaz Hotel;
Hilton Garden Inn Singapore Serangoon; Courtyard by
Marriott Singapore Novena; and Sofitel Singapore City Centre.
And that is just to name a few. Not bad for a small red dot.

When a new hotel opens, very few people (other than those
in the hotel industry) realise that the launch of a hotel or its
official opening is the culmination of several years’ work for
the hotel owner and the hotel operator; and that the hotel
— proudly branded as, say, a Marriott or a Hyatt hotel is not
actually owned by the hotel chain; and that the hotel chain is
merely an operator for the hotel, appointed by the actual owner
of the property. The reality is that most hotels are not owned
by the hotel chains. The chains are appointed as operators to
manage the hotel.

This article will provide a brief introduction to an
essential component of the hotel industry - the hotel
management agreement.

It is arguable that the first draft of the hotel management
agreement originated from the United States and was
conceived to solve the then vexing issue facing most US hotel
operators eager to expand their brand overseas: How can
they export their brand of hotels to a foreign country without
having to buy a hotel property in that foreign jurisdiction?

The solution was a simple one. Find an owner with prime
real estate and convince that owner to build a hotel for them
(based on their specifications called “brand standards”) and
appoint that hotel operator to manage the hotel on the owner’s
behalf. In other words, use other people’s money.

And so the hotel management agreement was born. A hotel
management agreement is, very briefly, a contract between
a hotel owner and a hotel operator of a hotel brand where
the hotel operator is appointed (either as an agent or an
independent contractor) to manage and operate the day-to-day
running of the hotel. The hotel operator effectively assumes full
responsibility and control of the hotel for an agreed period of
time for an agreed fee.

It is the first document (other than the letter of intent)
presented to the hotel owner by the hotel operator and, I
suggest, the most important document to be entered into by
the hotel owner. This is because the agreement will define the
scope and breath of the legal and commercial relationship
between the parties.

Needless to say, the first draft of the agreement provided
by the hotel operator is usually one-sided (with all terms
and conditions in favour of the hotel operator), like a lease
agreement. But unlike a lease agreement, the hotel operator is
not funding the project nor owns any part of the hotel. Hotel
owners will quickly realise that they have little or no say in
how their hotel will be run. And to top it off; they have the
obligation to fund everything that the hotel operator needs to
make the hotel a success.

Bearing that in mind, it is sometimes surprising to me
that most hotel owners take the negotiations of the hotel
management agreement all too lightly.
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A hotel management agreement defines the scope and breath of the legal
and commercial relationship between a hotel owner and a hotel operator,
and SMEs should not take the negotiations of such a contract lightly
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A typical hotel management contract is made up of
four documents. They are:
« A hotel management agreement for the management
and operation of the hotel,
« A licence agreement for the use of the hotel brand on
the hotel and for marketing and promotional purposes,

i« A technical services agreement for providing

expertise on the technical aspects of constructing a
hotel property, and

* A centralised services agreement for the marketing and
promotion of the hotel, including the use of its global
reservations system.

For the purposes of this article, we will be focusing
only on the management agreement and only on
selected terms found in a management contract.

A hotel management agreement typically weighs in

at 70 to 100 pages. There are exceptions to the rule,

of course. There is a major hotel operator whose hotel
management agreement template is half the size of its
competitors, and is often touted by that hotel operator as
being “owner friendly”. But the reality is quite different.

i In the hotel world, for the owner at least, less is not

. more especially when the owner faces the prospect of
- spending his money in the millions with no guarantee of

any return on investment.

Thus, the hotel owner must ensure that the hotel
management agreement contains the necessary controls
over the hotel operator - particularly where it relates

¢ to the budgeting and spending by the hotel operator.

But these “controls” are often missing from the “owner
friendly” template.

The following are terms typical in a hotel
management agreement: term; limitations on operator’s
authority; and termination, including early termination.

TERM

The rule of thumb in most cases is that the more
upscale the brand, the longer the term. The term is
important as most hotel management agreements

¢ do not have a typical termination without cause

provision that allows for early termination. This
means that even if the hotel and the hotel operator
are not performing up to par, the hotel owner cannot
terminate the relationship.

Most international hotel operators want the

i operating term to be as long as possible. The typical

compromise is that most operating terms will range
around 10 to 15 years, depending on the hotel brand.
The operating term (sometimes known as the initial
term) is also usually renewable by mutual consent (or

; in some cases automatically) for multiples of five years,

provided that written notice is given prior to the end of
the current term.

LIMITATIONS ON OPERATOR’S AUTHORITY
Running a hotel is not an easy task. It requires a unique

i set of skills and experience. Common responsibilities of

hotel operators include:

» Managing all of the hotel’s departments such as
maintenance, front office, housekeeping, food and
beverage, sales, etc, including the hire, training,
paying, supervising, and terminating the employment
of hotel employees;

« Establishing rates and charges for the usage of all
guest rooms and collecting all charges, rents and other
amounts due from guests;

« Operating and keeping the hotel in good operating

order, repair and condition by arranging for the
maintenance and repair of the hotel, and for the
utility, telephone, security, detective agency protection,
elevator, escalator, window-washing, vermin
extermination, trash removal and other services
necessary for the operation of the hotel;
* Arranging and providing for promotions, public
relations, advertising, and marketing of the hotel; and
* Preparing monthly and annual financial statements
and daily reports for the hotel owner.
All of the above and more requires massive financial

- funding; and that usually comes in the form of working

capital. This is the amount that hotel operators will
require hotel owners to deposit in an operating account
to pay for necessities such as payroll, utilities and
operating supplies. Failure to have the working capital

¢ in an operating account (which the hotel operator

controls) is often a material breach of the hotel
management agreement.

An effective hotel management agreement (if we are
arguing for the hotel owner) should be able to provide

the hotel owner with the ability to have a meaningful say
in the way that a hotel operator manages his hotel. This

¢ means ensuring that owners have sufficient approval

rights over items such as budgeting, expenditures, the
employment of key management positions, outsourcing
and capital expenditure.

One form of control is the hiring and firing of key
personnel such as the general manager, finance director
and occasionally, the director of marketing and sales.
All current hotel management agreements provide that

i the hotel’s employees are employees of the owner but

note that the employees are hired pursuant to the hotel
operator’s employment guidelines and policies. In other
words, hotel owners pay for the employees but have no
say on how employees are to conduct themselves on an
ordinary day while working for the owner.

This is done because operators generally do not like
the liability of being an employer. Thus, owners should

i insist — at a minimum - on the right to approve the

candidate for the key positions and for the right have a
say in terminating any such hires.

Another form of control for owners is having
approval rights at the annual budgeting stage (where
hotel operators must agree to submit an annual budget,
usually 90 days before the start of a fiscal year to the
hotel owner for his approval) and insisting that the hotel

i operators cannot deviate from the approved budget

including placing restrictions on expenditure. Hotel
operators must therefore obtain the consent of the
hotel owner prior to entering into any major contracts
that require expenditure in any given year of an agreed
monetary threshold.

TERMINATION

¢ What happens if a hotel owner is truly unhappy

with the hotel’s financial performance and more
importantly, wants to see change or an early exit?

As mentioned above, the management agreement
is typically a fixed term contract; and any early
termination would be construed by the operator as
a material breach of contract - thereby entitling the
operator to damages.

It is now common in Asia to see performance test

i provisions inserted. This provision allows the owner

to terminate the hotel management agreement in the
event that the hotel operator fails to meet an agreed
performance termination threshold - for example,
where the hotel’s gross operating profit is less than,
say, 85 per cent of the hotel’s budgeted or forecasted
operating profit for the operating year.

: CONCLUSION

It is important to realise that the relationship between
the hotel owner and the hotel operator is a long-term
one. For it to be meaningful and effective — where both
parties gain from the relationship - there must be a deep
appreciation of not only how a hotel works but also of
the owner’s objective in appointing the hotel operator.
Having said that, there is no such thing as a perfect

¢ contract. But a contract can be well negotiated with both

parties satisfied that at least prior to signing and for the
future, they have entered into a good relationship and
with the right partner. m

The writer is partner and head of
Rajah & Tann's hospitality practice
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